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The Auditor in Relation to Investment Companies 


By Donatp P. 


(Boston 


the 
New York Stock [Exchange issued a 


Under date of June 6, 1929, 
circular entitled “Tentative Special Re- 
Listing Investment 
The admission of 


quirements for 


Trust Securities.” 
such securities for trading on our prin- 
cipal stock exchange is but one indi- 
cation of rapid growth in this country 
of this new form of investment. Dur- 
ing the past three years a considerable 
proportion of new security issues has 
been in bonds and stocks of investment 
companies. The increase of this field 
of finance has created special respon- 
sibilities on the part of the American 
auditor. 

The relatively short experience of 
our country with investment trusts, 
the ease with which they can be organ- 
ized by men of little financial respon- 
sibility, their special appeal to small 
and inexperienced investors, all are 
responsible for the conservative and 
somewhat rigid regulatory _ policies 
adopted by exchange listing committees 
and by state Blue Sky Commissions. 
Requirements of the latter have been 
particularly strict because of a general 
feeling, perhaps much 
that investment trust securities may 
provide unusual opportunities for 
fraudulent flotation or manipulation. 
Blue sky commissions have required 
certified statements from these organi- 
at frequent intervals, some- 
times as often as quarterly, with de- 


exaggerated, 


zations 
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tailed statements and disclosure on re- 
curring dates of the securities in the 
portfolios, 

The special requirements of the New 
York Stock Exchange for listing in- 
vestment trust securities are exhaus- 
tive. The information which must be 
disclosed to the exchange is doubtless 
more detailed than the certifying ac- 
countant would insist on disclosing in 
audited financial statements for gen- 
eral publication. The accounting prin- 
ciples presented by the exchange ap- 
pear sound. They provide authorita- 
tive support for the auditor who finds 
himself differing with an investment 
trust client as to what information 
should be disclosed in a fair financial 
statement or as to the proper basis for 
valuing the portfolio. Practicing ac- 
countants will find it, therefore, advan- 
tageous to be familiar with these re- 
quirements of the New York Stock 
Exchange. 

Sponsors, trustees and directors of 
the outstanding American investment 
companies, have recognized the advan- 
tages of furnishing liberal information 
concerning their organizations to stock- 
holders and prospective investors. The 
published data have included not only 
the charters and instruments of trust, 
the personnel of the management and 
their basis of compensation, but also 
frequent audited financial statements 
in considerable detail. Many of the 
investment companies have published 
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lists of their investment holdings at 
stated periods. 

In examining the accounts of in- 
vestment companies, detailed audits are 
both feasible and desirable. The vol- 
ume of transactions is generally small 
in relation to the total funds invested, 
so that examination of all individual 
transactions can be made without un- 
due cost. The purchase and sale trans- 
actions are likely to be in large blocks 
and income and expense items are so 
compared with commercial 
companies that each can be checked 
and vouched and the cash traced to the 
bank accounts. 


few as 


There are several reasons why all 
major transactions of this type of 
business require close and individual 
inspection on the part of the auditor, 
to a greater extent than do the trans- 
actions of commercial enterprises and 
of banking organizations which do a 
more routine business. Assets of an 
investment company are negotiable 
and for this reason more easily mis- 
appropriated than those of an industrial 
and mercantile business. Of course, 
this is also true of a bank or brokerage 
house, except that in such a case the 
transactions are more routine in their 
nature and generally of larger number 
so that the record keeping is more 
readily subjected to internal check. 
With the investment trust, however, 
large blocks of securities runing into 
millions of dollars in value may be 
acquired and disposed of without re- 
quiring the services of more than one 
or two bookkeepers and clerks for 
their handling and recording. Im- 


proper treatment of a single transac- 
tion of an investment company might 
appreciably affect the financial state- 
ments on which numerous stockholders 
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depend for information. Furthermore, 
because of the relatively small number 
of transactions, directors and managers 
may rely too much on insufficiently ex- 
perienced clerks to see that transactions 
are correctly carried out, also that all 
income due is collected, and that all 
securities receivable when exchanges 
and reorganizations take place actually 
come into the hands of the investment 
company. 

Particular attention must be given to 
failures to settle and other incompleted 
transactions at the end of the financial 
period. To ensure an adequate check 
of details of this kind some of the 
larger American investment trust or- 
ganizations have arranged for continu- 
ous audit of transactions by profes- 
sional accountants. While all corporate 
directors and officers are to some 
extent placed in a fiduciary capacity 
in their relation to stockholders, those 
of investment trusts have rightly 
placed even more emphasis on such a 
relation. The advertised belief that 
their organizations are vehicles for 
cooperative investment where they, as 
specialists, handle the funds of indi- 
viduals, makes it imperative that they 
should consider themselves primarily 
custodians of the stockholders’ interest 
and should make every effort to ensure 
the proper execution of their trust. 

With the possible exception of in- 
come from securities and of minor 
expenses, auditors should 
not rely on tests alone as adequate 
verification of transactions. 


operating 


The most important accounting 
question which arises in preparing 


financial statements of an investment 
company is the proper basis of valu- 
ation of the securities owned, a ques- 
tion inevitably bound up with the 
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correct statement of gains or losses 
from sales of securities. Examination 
of the published balance sheets of many 
American investment companies, indi- 
cates that valuation of investments at 
cost is the most commonly used. Other 
bases of valuation found in published 
statements of investment trusts are 

1. Market value 

2. Cost or market value, whichever 


is lower 
3. Cost less reserve for market 
fluctuations 


All three methods involve reflection 
in the accounts of an unrealized gain 
or loss based on the continuously flic- 
tuating market value, which entirely 
departs from accounting on the basis 
of completed transactions. Valuation 
at cost or market whichever is lower, 
and at cost reserve for market 
fluctuations, may have the advantage 
of conservatism, but these methods 
fail to account for profits actually 
realized. The market value of secur- 
ities held is, of course, of great signi- 
ficance in the financial statement, and 
the most informative balance sheet 
should indicate both cost and market 
values of the portfolio. This can be 
accomplished either by showing market 
valuation in short before showing the 
investment account at cost, or if the 
investments are revalued at market on 
the books, by indicating the amount of 
unrealized profit or loss in a segrega- 
tion of the surplus. The first of these 
alternatives the sanction of the 
New York Stock Exchange which in 
its memorandum prescribes that “only 
actual realized earnings shall be shown 
in the income account or reflected in 
the balance sheet figures.” Such a 
method avoids the inclusion of un- 
realized profit in the total surplus. 


less 


has 


Frequently, officials of an investment 
company under audit want the pub- 
lished financial statements to disclose 
less information than on the above 
In such cases the accountant 
must decide how far he can go in meet- 
ing their wishes, and still be able to 
certify the accounts. He should insist 
that, if the investments are valued at 
other than cost, the amount of revalu- 
ation shall appear. If market value of 
investments is materially below book 
value, the fact should be disclosed. 
The report of a special committee of 
the Investment Bankers Association 
of America has stated that information 
as to “whether the market value of the 
investments is or below the 
book value is the minimum to 
which investors are entitled” regarding 
the current value of the portfolio. 


basis. 


above 


even if cost is accepted as the proper 
valuation of investments in the ac- 
counts, there may be differences of 
opinion as to what is cost. In the simple 
case where a single class of securities 
of the same company is purchased in 
a single block, cost is obviously the 
purchase price; but if several blocks of 
one security are acquired at different 
price levels and a portion is subse- 
quently sold, it seems most logical to 
consider the cost of the portion sold 
to be the proportion of the cost of the 
total holdings of that security prior to 
the sale, rather than assuming that the 
position sold was from specific lots 
purchased with their respective costs. 
And yet there is authority in federal 
and state income tax regulations for 
computing gains or losses on sales of 
securities on the basis of costs of spe- 
cific lots when certificates can be iden- 
tified, or on the earliest purchases. 


Some investment companies have at- 














tempted to keep accounts on a federal 
income tax basis, and in such cases the 
auditor can hardly refuse to accept this 
method as one means of stating the se- 
He should 
point out, however, how unsatisfactory 


curity accounts at cost. 


it is to try to keep accounts in accord- 
ance with tax regulations, which have 
been so frequently changed. He could 
add that since one share of stock 1s no 
different another of the 
issue, the net result of buying two lots 
at different prices can be nothing but 


from same 


having the total number of shares re- 
presented by both lots at the average 


cost. 
The New York Stock [Exchange 
memorandum states that stock divi- 


dends must not be considered income.* 
Accountants will generally agree with 
this rule and should insist on disclos- 
ing the facts if it is departed from in 
significant amount. When stock 
dividends are addition 
should be made to cost of securities, 
but the average unit cost of all shares 
held will be correspondingly reduced. 


an\ 


received no 


Therefore, if stock dividend shares are 
sold the whole proceeds will not be 
considered gain but only the excess of 
the proceeds over the adjusted average 
cost applied to the shares sold. The 
same principle should apply to stock 
subscription rights. Total 
ordinary 


proceeds 
subscription 
rights should not be considered income 


from sale of 


as do some investors and tax laws. A 
simple treatment, which is generally a 
conservative the 


one, is to. credit 


This article 
the Exchange's 
inclusion ot 


was written before the issuance of 
committee report sanctioning the 
stock dividends in income at market 
value but not in excess of the amount charged to 
surplus for the stock dividends by the issuing com 
pany Perhaps in view of the recent debacle in 
Vall Street, with especially disastrous effect on 


many investments trusts, the Exchange may revert 
to its i 


earlier view.—Editor. 








amount received from sales of rights 
to the cost of the security, and this as 
a practical matter should produce a fair 
result, except perhaps where there has 
been considerable appreciation or de- 
preciation in the investment. In such 
cases, where it is apparent that the sale 
of rights includes realization of a por- 
tion of the investment at a substantial 
profit or loss, it would be proper to re- 
lect such profit or loss in the income 
account calculated on a basis similar 
to that prescribed in federal income tax 
regulations. Rights to subscribe to se- 
curities other than the issue bearing 
the rights are encountered more fre- 
quently in recent years and the ac- 
countant will have to the 
merits of the individual case before 
passing upon its proper treatment. 


consider 


In preparing the income account of 
an investment company, the auditor 
should insist that and losses 
realized on sales of investments appear 
separately and not lumped with inter- 
est, dividends and other income as has 
been done in the abbreviated earnings 
statements published by some of these 
organizations. The investor realizes 
that income of this nature cannot be 
counted on as steady and he is there- 
fore entitled to know what part of the 
annual income reported is from this 
source. 


gains 


Similarly, non-recurring 
charges, such as the initial organization 
and = financing should be 
shown separately from other expenses 
in the income account. 


expenses, 


The majority of investment trusts 
accrue interest on bonds and call loans 
in their accounts. Dividends are taken 
into income either when received in 
cash or on the record dates when the 
particular stocks sell ex-dividend. The 

(Continued on page 21) 





Budgetary 


By LESTER 


(Boston 


Budgetary control is that kind of 
planning which results in the coordi- 
nation of the several operations of 
business (production, sales, finances, 
to the extent that a complete 
program of future operations may be 
made for the business as a whole. 


wc. }i, 


The theory of the budget is inherent 
in all planning of business operations. 
In many lines of business, however, 
there is not vet full_-appreciation of the 
advantages accruing from the devel- 
opment and operation of a complete 
system of budgetary control. This is 
especially true of our large agricultural 
group, of whose troubles we read so 
much about in the public press. In that 
particular field there seems to be a lack 
of co-ordination between production 
and sales. When the farmers, as a 
group, learn to regulate planting of 
crops, raising of live stock, or, what is 
more to your interest, the production 
of milk and its various by-products so 
as to avoid extreme over-production of 
any single commodity then they may be 
said to be reaping the full benefits 
which result from methods of budg- 
etary control. 

It has been my experience that the 
ereatest aid to management which can 
be obtained from budgetary control is 
the means of correlating the activities 
of one department of a business with 
those of all the others. The various 
activities of a business such as sales, 
financing, administration, production, 

An address before the Controllers’ Council of 


the International Association of Milk Dealers at 
Washington, D.C 
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purchasing, etc., constitute a chain of 
which each department forms a con- 
necting link and, as has so often been 
pointed out, the weakest link in the 
chain measures the strength of the 
chain, or in this instance the strength 
of the business. The strong business 
chain may be said to consist of a good 
organization wherein each department 
operates efficiently, effectively and suc- 
cessfully in meeting the requirements 
of all other departments and at the 
same time satisfactorily serves the gen- 
eral public. If, however, one depart- 
ment such as sales is weak and is not 
obtaining the necessary volume or giv- 
ing proper service to customers the 
business as a whole is weak and the 
other departments are affected thereby 
to the extent that disorganization and 
disintegration rapidly takes place. 

It is in the attempt to weld the sev- 
eral links together into a strong chain 
of coordinated operations that budg- 
etary control has been established io 
meet the requirements of 
business. 


modern 


urther on in my address I shall at- 
tempt to show you how budget methods 
may be applied to your particular op- 
erations and how a proper coordina- 
tion of the several functions of your 
businesses may be obtained. Before 
geoing into this, however, let us con- 
sider the problems which the manage- 
ment of almost any large industry or 


commercial enterprise is called upon to 
By management I mean the 
executive body, or individual, having 


1 
solve. 
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complete control of all departments of 
the business and to whom the execu- 
tive heads of all operating departments 
are responsible. In the first place the 
executive must furnish a product of 
the kind and quality required by the 
customers, that is, the kind and quality 
of product which can be merchandized 
in a volume commensurate with the 
organization over which he has super- 
vision. In the case of a manufacturer 
the executive must secure a sufficient 
volume of sales to enable him to manu- 
facture in such quantities that eco- 
nomical production can be obtained. 
This, of course, must be accomplished 
with a minimum amount of investment 
so that the expense of borrowing may 
be kept at a figure warranted by the 
volume procured. Relative to the de- 
tails of production, the management 
must set up the procedure whereby raw 
materials from which the product is 
manufactured will be on hand in suf- 
ficient quantities so that there will be 
no interference with production pro- 
grams. The management is also re- 
sponsible for establishing an effectively 
operating organization which can suc- 
cessfully and efficiently obtain ma- 
terials, produce and market the 
product in the most economical 
manner, 

When speaking of these problems 
general way they do not loom to 
such great proportion. In the instances 
where | have had opportunity for per- 
sonal observation, especially while in 


Il < 


professional work, it has been obvious 
that the failure to operate successfully 
has been because the proper relation 
of one department of the business to 
another has not been properly estab- 
lished, and the benefits to be obtained 
from properly applying the correct re- 


lationship have been ignored to the 
detriment of the business as a whole. 

There are many companies operat- 
ing on the plan that the capacity of the 
plant should control the volume of the 
product manufactured and that the 
selling department shall be required to 
sell all of the product manufactured, 
irrespective of the buying capacity of 
its market. This may seem to be an 
absurd statement to many of you who 
are operating in accordance with sound 
principles, especially those interested 
in the manufacture and distribution of 
ice cream wherein your production 
programs are generally controlled by 
the total amount of possible sales for 
a given period of time. 

At various times | have been called 
upon in the capacity of a professional 
accountant to assist in reorganizing 
companies whose primary trouble has 
been that the requirements of the pro- 
duction departments have been consid- 
ered the basis of operations. However, 
in some cases production must be to 
a large extent the yard stick which 
measures the activities of all other op- 
erations. | have one case in mind 
wherein markets had to be obtained for 
a daily production of a highly perish- 
able product. In many ways the prob- 
lems of this enterprise parallel the 
problems which are encountered in the 
business of milk distribution. 

\bout ten years ago a certain fish 
producing company had a_ well-bal- 
anced organization for production, 
sales and finance and operated suc- 
cessfully for about two years when an 
occurrence took place that resulted in 
the company’s losing its most lucrative 
market. .\t that time the company 
owned fifteen large trawlers and a 
large wharf property and it was neces- 
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sary to its existence that it maintain 
and operate its vessels, salting plants 
and smoke houses. However, with the 
profitable market for fresh fish elim- 
inated the company found it necessary 
for several years to sell its tish at a 
and at one time it 
the company would go into liquidation. 


loss looked as if 
During this period investigation was 
made for the purpose of finding new 
markets in which the product could 
be profitably merchandised. \gencies 
were opened in various Eastern cities 
but through lack of proper refriger- 
ation and packing the losses from 
spoilage in transportation were exces- 
sive and this method of merchandising 
had to be abandoned. 

One interesting feature of the in- 
vestigation of possible markets, dis- 
that in this country fish was 
only about 4% of the total food con- 
sumption whereas in [curopean coun- 
tries it was about 40% of the total 
consumption, This gave somebody the 
idea of interesting more people in this 
country in the consumption of fish as 
a diet. The food properties of salt 


closed 


water fish were investigated and it was 
found that it contained 
iodine. Iodine is supposedly a preven- 
tative of goiter. It was ascertained 
that goiter was prevalent in the Middle 
West of this country and it was al- 
leged by certain medical authorities 
that this condition was caused by the 
lack of iodine in the foods eaten by 
the population in that locality. 


considerable 


The next problem was how to mar- 
ket the product of this company in that 
locality and overcome the transporta- 
tion difficulties which had been ob- 
served through the attempts to market 
through agencies. A careful study 
disclosed that it would be possible to 
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fillet the fish, that is, cut off the heads, 
fins and remove all the bones and in- 
sides and ship only the solid meat. The 
next problem in transportation was 
the obtaining of containers that would 
keep the product pure and wholesome 
until it had reached its market. In 
consultation with one of the large can 
found 
possible to pack the fillets in such man- 
ner that they would stay fresh for four 
or five days. 


producing companies, it was 


When a solution to the transporta- 
tion problem had been found the ex- 
ecutives of the company, which at that 
time had no cash with which to pro- 
mote advertising campaigns, went to 
the bankers with a proposition to in- 
stitute extensive advertising campaigns 
throughout the Middle West relative 
to its product. The bankers, who were 
already heavily interested in the enter- 
prise through large current loans which 
they were unable to liquidate, decided 
that the proposition was a good one 
and that they would advance a certain 
amount of money for advertising. In 
addition to the advertising campaign 
the company sent out salesmen to visit 
various dealers throughout that section 
of the country, especially in the large 
cities. .\lmost immediately a large vol- 
ume of orders was received and the 
company reduced its heavy annual 
losses in that year to a very small loss. 
The next year the volume was further 
increased and as a result of the second 
year’s operations the company made a 
reasonable profit on its investment and 
paid off some of its loans to the bank- 
ers. It is my recollection that this was 
about the year 1923. Since that time 
the company’s busines in this particu- 
lar field has increased by leaps and 
bounds to the extent that now the com- 
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pany has been reorganized and is at 
present earning a substantial profit on 
investment. During this 
period of reorganization the company 
maintained its full fleet in operation. 

After the new sales market had been 
soundly established and there was a 
large surplus of money in the treasury, 
the company was able to repair its 
fleet of vessels so that more efficient 
and economic operation was obtained 
and during the past four years a sys- 
tem of centralized control has been 
operated so that supply always cares 
for demand. 


its original 


Most of the fish brought into the 
local market is sold through an ex- 
change, the prices of which vary daily 
for a particular commodity. If there 
is a surplus of fish brought in, the 
price is low; if there is a scarcity of 
fish, the price is high. After establish- 
ing the daily demand for its own sell- 
ing needs, the company’s representa- 
tive ascertains how much of a particu- 
lar product is available for sale on a 
particular morning. If there is a sur- 
plus the vessel is ordered not to enter 
the port that day but to come in the 
next day when there will be a scarcity 
and the price will be higher. As a re- 
sult of this type of planning which has 
been developed over a period of sev- 
eral years, the company is in a position 
to regulate the supply to accord with 
It seems to me that this 
budgetary 


the demand. 


is the whole secret. of 


control. 

\fter the physical action of obtain- 
ing the right balance between sales and 
production, the company found it 
necessary to install the proper finan- 
cial records with which to watch and 
control operating income and costs. At 
the present time the company is highly 


organized with a chief executive officer 
and executives in charge of and re- 
sponsible for the several activities of 
sales, production and manufacturing, 
These executives meet monthly to- 
gether with the financial and executive 
officers of the company and anticipate 
the volume of production that will be 
required both from the fleet and manu- 
facturing departments to care properly 
for the anticipated volume of sales for 
the coming month. It is absolutely 
that this anticipation take 
place as the program of the fleet is laid 


necesary 


out several weeks ahead of its depart- 
ure from port; a trawler is often away 
from ten days to two weeks before 
returning to port. 

The operating costs of the fleet are 
iaintained through accurate account- 
ing records so that the vost per trip 
per boat is ascertained together with 
the cost of catching and producing for 
the market one pound of whole fish; 
for the fish which are used in fillet pro- 
duction, the cost per pound of produc- 
tion of the fillets is obtained. In addi- 
tion to this, all operating costs of these 
two departments are analyzed each 
month by kinds of expenditure and 
are compared with the total estimates 
for each kind of expenditure which 
have been set up in the budget. Any 
large variances without reason between 
the two sets of figures are immediately 
investigated and the ship captain, de- 
partment division 
head is held responsible for exceeding 


manager or sales 
the estimates to which everybody has 
previously agreed. 

You would be surprised to see how 
closely these estimates agree with ac- 
tual results and how closely the anti- 
cipated operating results of a future 
period check with the actual results of 
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I do 
not believe that his company could 
properly operate without some such 
planning. 


that period after it has passed. 


Similarly to your problems the com- 
pany found the necessity for creating 
by-products to care for its surplus of 
second grade product. It did not wish 
to market second grade products under 
its trade second 


name, therefore, a 


company was organized to take over 
the second grade products in total and 
market them at lower prices and in 
different markets, so that competition 
between the two companies would not 
take place and that different localities 
would be Those products 
which could not be marketed in fresh 
form were either 


served. 


salted or 
sold to the salters at a salvage price. 


smoked, 


All of these problems were discussed 
and allowed for at the monthly meet- 
ings of the executives to which I have 
referred. 

The one outstanding feature of the 
foregoing example of why budgetary 
control has been an absolute necessity 
in assisting the management of this 
company to plan and control its busi- 
ness activities, is that eventually mar- 
kets were created in a manner that pro- 
duction could be 
trolled. For example, if during the 
month of May of any year, May being 
a quiet month in this particular in- 
dustry, the anticipated requirements as 


economically con- 


disclosed by prophesied sales were 
lower than the maximum production 
of the fleet, it would be possible to lay 
up several units of the fleet for repairs 
and in connection with the planning 
system, the most opportune time for 
overhawl and repairs on vessels is an- 
ticipated in the budget program. 

It seems to me that the milk dealers’ 


measure the 
same as that of this fish producing 
company, both as to obtaining their 
products and merchandising them. The 
problems 


problems are in large 


encountered in salvaging 
through by-products in your business 
consist of making ice cream, condensed 
milk, ete. 

Most of the large milk distributing 
companies of the country at the pres- 
ent time are the outgrowth of an old 
system of milk distribution wherein 
production created the necessity for 
sales. Many years ago when our pres- 
ent large centers of population were 
small and had large rural districts the 
farmers maintained herds of cattle and 
produced dairy products in quantities 
that did consider the law of supply 
and demand or the requirements of 
the market served. The farmer antic- 
ipated that he would be 
market most of 


able to 
his milk, cream or 
butter in the nearest center of popu- 
lation. His method was to organize a 
milk route over which he generally sold 
milk, cream, butter and poultry prod- 
ucts. .\s the population increased more 
farmers came into the field and over- 
production resulted together with in- 
competition. Whether one 
farmer absorbed many of the others, I 
have no idea, but in the early years of 
our present metropolitan life 
routes were acquired by individual in- 


creased 


these 


terests and formed into what are now 
the large milk distributing companies, 
your companies. The farmer’s prob- 
lems were unlike yours in that he had a 
certain production which he found it 
necessary to market, his surplus being 
made into butter or fed to live stock. 
In comparison with the conditions un- 
der which the farmer marketed his 
product, wherein production controlled 
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sales, the present large milk distribu- 
tors are called upon by the require- 
ments of their particular markets to 
maintain a steady source of supply and 
at the present time, from what I can 
gather, the measuring factor in the 
milk dealer’s business is sales and pro- 
duction has to be regulated to accord 
with prospective sales. 

| had occasion recently to talk with 
one of the financial representatives of 
a large milk distributing company and 
in the course of our conversation I in- 
quired if his company operated a sys- 
tem of budgetary control. He in- 
formed me that it did not profess to 
and that although it was necessary for 
them to budget certain operations, le 
did not believe that the company op- 
erated a system of budgetary control 
as | would interpret it. This excited 
my curiosity so that [ investigated a 
little further and asked him how the 
company correlated its selling and pro- 
ducing activities, indicating that the 
production and transportation end of 
the business must run into a great deal 
of detail in order to properly serve a 
market as large as his company cares 
for and that it seemed to me that a 
company as large as his would have to 
pay a great deal of attention to bal- 
As a 
result of this line of questioning he in- 
formed me that production 
charge of one of the major executives 


ancing production against sales. 
Was in 


who operated this end of the business, 
stating that the source of supply was 
obtained from several thousand farm- 
ers located in_ several This 
brought on thought and I 
asked if it was necesary that his com- 
pany take the complete supply of each 
farmer and he indicated to me that it 
did, thereby necessarily obtaining a 


states. 
another 
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large surplus of materials over the re- 
quirements of strictly milk customers. 
I found that it was necessary for the 
company to plan very carefully to care 
for this large surplus through the pro- 
duction of by-products of various 
kinds thereby producing further or- 
ganization problems. This company, 
although it does not profess to operate 
a system of budgetary control, corre- 
lates all its activities in the following 
manner. Once a week the heads of all 
departments meet in conference with 
the executive and financial officers and 
anticipate the activities for the coming 
week for their several departments 
and as a result of this conference the 
operations of the company for the next 
week are executed in accordance with 
the predetermined plan. 

This particular company operates a 
very detailed accounting system from 
which can be obtained operating costs 
of the performances of each of its sev- 
eral departments which include milk 
sales, divided into districts and routes, 
ice cream, divided into manufacturing 
for the production end and routes for 
the sales end, farms and production 
of casein and condensed or evaporated 
milk. This information is contained in 
a set of reports which are furnished 
the executives who meet in monthly 
council and on the basis of these re- 
ports the plan the next 
month’s operations. [Each individual is 
held to strict accountability for the 
program which has been assigned to 
him. This is_ the method of 


executives 


best 
budgetary control that | have seen, al- 
though the company that practices it, 
as indicated hereinbefore, states that it 
does not operate a system of budgetary 
control. Although it does not actually 
prepare predetermined operating re- 





sults in the form of statistical state- 
ments to compare with the actual re- 
sults which a completely operating con- 
trol system would require, this com- 
pany is operating under good budg- 
etary methods. 

The company to which | have ref- 
erence, serves approximately 250,000 
milk customers and as indicated in the 
previous paragraphs obtains its milk 
supply from several thousand farmers. 
It is quite a big assignment for such a 
company to maintain the proper bal- 
ance between production and sales re- 
quirements, inasmuch as one of the 
large problems of your several com- 
panies is to maintain a surplus supply 
of a perishable commodity without 
creating excessive losses. I have also 
observed that the distributors have a 
considerable problem in maintaining a 
sure source of supply inasmuch as 
farmers are liable to discontinue the 
production of milk and go into some 
other farming activity which is be- 
lieved to be more profitable. If a large 
number of farmers within a certain 
area did this the source of supply 
would be greatly impaired and the dis- 
tributing company would necessarily 
have to look elsewhere for its supply 
and create proper organization to 
transport it to its market. One com- 
pany with which I have had experi- 
ence operates about 75 depots for the 
collection, servicing and transportation 
of milk to the market. 

The necessity for being assured and 
having knowledge of a definite source 
of supply is recognized by various gov- 
erning bodies throughout the country 
and by the United States 
ment. The Department of Commerce 
publishes information every month 
relative to the production of milk in 


Govern- 


various sections of the country; for 
example, the May number of the Sur- 
vey of Current Business published by 
the United States Department of Com- 
merce shows that the total production 
which reached the city of Minneapolis 
during the months of January, Febru- 
March of 


ary and 1929 Was as 
follows: 
Pounds 
ee 28,388,000 


February 
March 
Looking back in previous issues, the 
same source of information shows that 
in November of 1928 production for 
the city of Minneapolis was 21,678,000 
pounds and 25,522,000 pounds in De- 
cember. Reviewing these figures, one 
obtains the indication that a gradually 
increasing production is being ob- 
tained in this particular district. In 
comparison with this, milk dealers 
who are interested in _ production 
around Boston have a decreasing pro- 
duction wnich may indicate that the 
farmers of this district are turning to 
other products. For this district the 
Survey of Current Business gives the 
production of milk as follows: 


27 025,000 


31,248,000 


Ouarts 
Now, 1908..:... 18,886,000 
DOS. TOSS. ici sis 17,087,000 
jJam., 1920...... 16,631,000 
Féb:,. 1920. . ss. 15,560,000 


It seems to me that this type of in- 
formation must be carefully watched 
by the executive in charge of produc- 
tion. Ly constant reference to these 
current publications or by direct con- 
tact with particular districts through 
their own representatives this practi- 
cal control of production 
obtained. 

There is a regular growth of popu- 


can be 














lation in most cities which must be 
measured in order that a company will 
know whether it is getting its share of 
the new business which such an in- 
crease in population would naturally 
produce. This is quite a_ serious 
problem in many districts, for in- 
stance, in my home city, the population 
has increased about 75% in the last six 
years. The sales of a distributing com- 
pany are made to the public mostly 
through routes operated by salesmen. 
On one milk route alone 1,800 houses 
have been built within the last two and 
one-half years, so that the route had 
to be split up two or three times dur- 
ing that period. This increase in sales 
creates a demand for additional prod- 
ucts which must be met by the de- 
partment in charge of production and 
it is only through careful planning and 
correlation of these two major activ- 
ities and the careful comparison of the 
cost of actual performance against a 
fixed standard that a company can op- 
erate with full knowledge of what the 
future has in store for it. Other out- 
side sources of information wherein 
statistics relative to the production and 
sales of milk and allied products may 
be obtained are the National Bureau 
of Economic Research and the Harv- 
ard Economie Service which is pub- 
lished by the Research Department of 
the School of Business .\dministration 
With the exception of 
the Department of Commerce pam- 


at Harvard. 


phlet, the other services will give spe- 
cial information relative to conditions 
in a specific industry by localities. 

[| have one other comment to make 
relative to correlation of activities and 
what some of the people mm your busi- 
ness are doing in order to reduce costs 
and bring their activities to a higher 
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degree of efficiency. I read recently 
an article which was written by Fred- 
erick J. Nichols entitled ‘Unprofit- 
able Ice Cream Dealers.” It has to do 
almost entirely with sales promotion 
and how gross profit can be affected 
by selling to the very small dealer. He 
indicated in his paper that it was un- 
profitable to sell ice cream to a dealer 
whose sales were small, inasmuch as 
it was necessary that the manufacturer 
service the dealer relative to ice, salt, 
etc., in order to keep his merchandise 
in proper condition for sale. In talk- 
ing this paper over with one of the 
large ice cream manufacturers in my 
district | found that his company was 
attempting to overcome this condition 
by assisting the dealers to install elec- 
trical refrigeration. By doing this, I 
was informed, the company would be 
enabled to eliminate the necessity for 
servicing and it would not matter 
whether the dealer was a small or large 
one as it would result in a strictly de- 
livery proposition without the neces- 
sity for service. 

| asked if this necessitated a large 
investment to the manufacturer in bor- 
rowings and also entail large additional 
expenditures for interest for the money 
required to finance these dealers. 1 
was informed that this was so but that 
the cost of the financing was nowhere 
near what it cost to service the deal- 
ers especially the small ones. Before 
finally deciding upon this policy it was 
necessary for the company to correlate 
the financial costs with the savings 
that would be obtained under this new 
activity; that is budgeting. I asked 
how this scheme worked. It hasn't 
worked out 100% on all routes be- 
cause the company has been unable in 
many instances to get all the dealers ti 


——— § 








install electric refrigeration but where 
they have been able to install this 
equipment completely on a route it 
has been a profitable proposition. In 
asking how he knew this, I was in- 
formed that a very careful accounting 
was made of the costs of the operat- 
ing of each route. Many statistical re- 
ports were prepared relative to route 
operations. These were used for con- 
trol purposes by the management. in 
this manner the executives were en- 
abled to observe the performance of the 
various routes and ascertain the profit- 
able and unprofitable ones. A check- 
up was also made of new dealers for 
the purpose of ascertaining whether the 
route salesmen were obtaining their 
full share of business as anticipated in 
the budget. 

The foregoing illustration is indica- 
tive of the results of good budgetary 
management, and budgetary control of 
costs is only an attempt at good man- 
agement of a company which has he 
come so large that the individual o: 
small group of individuals cannot suc 
cessfully cope with all the details t- 
volved. It is necessary, in order to 
obtain such a control, to operate a 
complete set of accounting records 
which are adequate to furnish correct 
information of past transactions, on 
which can be based accurate estimescs 
of operating results for the future 
through the correlation of the several 
activities of the business when related 
to changing conditions which must be 
anticipated for a future period. 

It is usual in the operation of a com- 
plete system of budgetary control to 
delegate the duties of obtaining the 
future estimates and information rela- 
tive to future conditions to a staff as- 
sistant of the chief executive or finan- 
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cial officer. In the smaller companies, 
these estimates and statistics may be 
compiled by the accounting department 
or the accountant and set up in com- 
parison with the performances of a 
past period. When the period whose 
operations have been estimated has 
passed, comparisons should be made of 
actual operating results with the stand- 
ard of performance previously set up. 
Large variances should be taken up 
with responsible department heads. In 
this manner a definite control of each 
department’s operations is obtained. 

In business there are three groups 
to whom service is due by the manage- 
ment of any large corporation: the 
stockholders, the employees and the 
customers. A policy which ignores 
any one of these bodies or interests 
fails of its purpose. This is an age of 
keen competition and science is becom- 
ing more necessary in industry and 
commerce every day in order to meet 
this competition. The science of busi- 
ness consists today of research of the 
past to be used as a basis for a guide 
of the future. This, to my mind, is 
the definition for budgetary control 
and such action always keeps the busi- 
ness eve toward the future and looks 
into the past only to profit by its mis- 
takes, 

In the time allotted I am sorry that 
it has not been possible to go into the 
mechanics of the preparation of a 
business budget and I have attempted 
only to set forth with a few examples 
the practical theories upon which sci- 
entific budgetary control methods are 
based. | shall be elad to answer if pos- 
sible any questions which you may 
wish to ask me in order to clarify any 


of the foregoing. 
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Budgetary Accounting Control 


By Prior SINCLAIR 


International 


At the 
Accounting the subject of budgetary 
accounting control was presented in 


Congress on 


eight papers. Three of the papers 
dealt with the commercial aspects of 
budgetary accounting practice and five 
dealt with governmental budgetary ac- 
counting. : 

The paper presented by Mr. C. A. 
Heiss, Controller of the American Tel- 
ephone and Telegraph Company, dis- 
closes the great accomplishments of 
that company through the use of bud- 
gets. As we generally are inclined to 
think of budgets as a rather recent de- 
velopment, it is interesting and in- 
formative to note the following state- 
ment by Mr. Heiss, “The companies 
comprised in the Bell Telephone Sys- 
tem in the United States have been 
operating under a budget plan for 
about twenty years. As the business 
of the companies has developed in mag- 
nitude and in complexity, so from sim- 
ple beginnings the budget has de- 
veloped in scope and in importance. 
Originally set up as an annual fore- 
cast covering only one year in advance, 
it now covers the ensuing five-year 
period”. 

In explaining the use of budgets in 
their operations the author separates 
their operations into nine divisions, 
describing particularly the operations 
of the plant department which is re- 
sponsible for the actual construction of 
plant and for maintaining it in a prop- 
er state of operating efficiency, and of 
the traffic department which is respon- 
sible for handling all the telephone 


business. 


The writer states, “Obviously, an 
organization of the type which has 
been outlined can operate with a high 
degree of efficiency only if there 
be constant coordination of effort 
throughout all departments, not only 
in the current handling of the work 
but also in the preparation of plans for 
the future. The preparation of an an- 
nual budget developed by orderly and 
systematic methods goes far toward 
making certain that such coordination 
will he obtained”. 

The basic fact for the preparation of 
budgets by the telephone company is 
the predetermined increase or growth 
of population; based upon that factor 
and upon their accumulation of past 
experience, the future demand for tel- 
ephone service is determined. Their 
budget plans provide for the creation 
of plant, the station facilities, organ- 
ization and the development of com- 
mercial department, all based on the 
predetermined service demand. 

It is interesting and very informa- 
tive to note the great accuracy that has 
been developed in the use of budgets 
by that company. Some figures are 
viven with respect to their operations 
The 
that year in station gains was 712,000, 


for the year 1928. forecast for 


while the actual gain was 750,000, a 
difference of between 5 and 6 per cent. 
Gross additions to plant were esti- 
mated at $435,000,000; the actual 
figure was $428,000,000, a difference 
of about 11% per cent. The total tele- 
phone revenues for the year exceeded 
the estimate by less than 3 per cent., 











and total telephone expenses by slightly 
over I per cent. 

The writer stated, “In order that the 
estimates may be currently followed 
up, the main items comprised therein 
are broken down by months by the 
companies for the following year, and 
each month thereafter reports are pre- 
pared showing a comparison of the re- 
sults for the elapsed portion of the 
year with the forecast. Provision is 
also made for a review of the situa- 
tion about once each quarter when a 
new view is obtained as to results for 
the balance of the current year and 
for the year immediately following.” 

The second paper, presented also by 
a member of the American Telephone 
and Telegraph Company Organization, 
Mr. Seymour L. Andrew, its Chief 
Statistician, deals with the gathering 
of the data which primarily is used 
for the development of budgetary 
facts. If we are apt at times to speak 
rather disparagingly of statistics gen- 
erally, the conclusion ot Mr. Andrew’s 
article will cause us to have a better 
opinion of statistics of the quality 
described. 

“The experience of recent years has 
amply demonstrated—if demonstration 
were needed—that in consequence of 
the complex economic conditions under 
which modern business is conducted, 
accounting systems of business organ- 
and the associated 
therewith must not only be designed to 
permit the preparation of true state- 


izations methods 


ments of the financial transactions and 
status of the business for the benefit 
of its owners, but must also be adapted 
to provide as much statistical data as 
administrative = pur- 
Accounts are not dead histori- 
cal records of the fortuitous events of 


practicable for 


pt SCS. 


OU RN AL 15 


. 


a bygone day. On the contrary, they 
are living and keen tools of tremendous 
potential power in the everyday func- 
tions of business management.”’ 

It is obvious that there is a great 
deal more reliability to be placed upon 
statistics compiled in the manner de- 
scribed, and by using past transac- 
tions, the authentic records of ac- 
counts, as the basis for that compila- 
tion than statistics compiled from less 
reliable sources. 

The third paper with respect to the 
use of commercial budgets was _ pre- 
pared and presented by Mr. Carlo For- 
zam, of Milan, Italy, and deals with 
budgets not from an operating stand- 
point, but rather what he describes as 
initial budgets, which we would per- 
haps term here, “plans for the original 
financing of an organization.” In pre- 
senting his subject he refers but briefly 
to operating budgets and expresses the 
opinion that they require merely an 
elementary knowledge of mathematics. 
‘rom that statement we may under- 
stand that the preparation of operating 
budgets for use in the control of op- 
erations is in a far more elementary 
status in Italy than it is in the United 
States. 

The other papers presented deal en- 
tirely with budgets for use in connec- 
tion with governmental or municipal 
activities. | find there is no great dif- 
governmental budgetary 
practice in these different countries. 
Perhaps the administration in Great 
britain and Scotland is a little more 
refined and particular than it is in the 
United States, this greater care is pos- 
sibly the result of a greater period of 
operation and experience, but largely 
governmental budgets are operated in 

(Continued on page 21) 
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After reading Mr. Boedeker’s ar- 
ticle* through to the end I am not 
quite sure whether he has set up a 
straw man to be knocked down, but I 
am quite sure that whether it is a straw 
man or one of substance it 
should be knocked down at once and 
before too liberal minded lawyers and 
bankers have a chance to look upon it 
with admiring eyes. 


more 


From a surface standpoint the pro- 
cedure of writing the plant down to 
$1.00 and so showing it in the bal- 
ance sheet seems to me merely the sub- 
stitution of a less satisfactory pro- 
cedure for one necessarily unsatisfac- 
tory. It is quite true that plant on the 
basis of cost less depreciation gives 
no necessarily accurate or satisfactory 
idea of the real value, but to my mind 
plant at $1.00 gives even a less satis- 
factory indication. I see more prob- 
abiliiy of misleading the layman in 
this way than by the generally accepted 
procedure of cost less depreciation. 

Going beyond the surface viewpoint, 
any one who really understands the sig- 
nificance of balance sheets is bound to 
look behind the value indicated either 
by the writing down to $1.00 or by 
appraisal 
whatever the balance sheet 


cost less depreciation, or 
value, or 
Therefore when we get to the 
real substance of the matter the meth- 
od.of indication in the balance sheet 
is not of the first importance, and a 


long-recognized procedure, not wholly 


shows. 


“Should the Plant Account Be Written Down 
to $12” by Myron J] Boedeker (Los ngeles 
Office) in September, 19 issue of L. R. B. & 


M. Journal 


(Boston 
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The Plant Account Should Not Be Written Down to $1 


By E. E, WAKEFIELD 


Office) 


satisfactory but at least generally un- 
derstood, seems to me better than a 
new procedure; unless the new pro- 
cedure much greater intrinsic 
merit than the suggested procedure 
seems to me to have. 

It is quite true that perfectly accu- 
rate balance sheets and profit and loss 


has 


statements are not possible of practical 
accomplishment. On the other hand, 
as to plant, there are certain considera- 
tions which cannot properly be disre- 
garded. Depreciation and the effect 
thereof on values of particular assets 
and of a business are not mere words, 
The time when a plant was erected, the 
probable cost to the present owner and 
the accumulated wear and tear and ob- 
real facts which must 
be taken into consideration. Any one 
at all familiar with accounting and 
business is bound to make some kind 
of a mental adjustment if the balance 
sheet gives a figure which cannot be 
supposed to represent the present value 
of the plant. 

lhe balance sheet must speak as of 
its date and the accumulated result of 
use of the plant at that date is of im- 
mediate importance. Neither write- 
ups nor write-downs of the assets as of 
some prior date can do away with the 
importance of consideration of condi- 
tions at the date of the balance sheet. 
Therefore, why make it any more dif- 
ficult to see what the indicated condi- 
tion at the date of the balance sheet 
is by inserting figures which refer 
either to the past or to the future; for 

(Continued on page 23) 
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Light’s Golden Jubilee 


Possibly no one in the history of 
man has made so great a single contri- 
bution to the comfort and welfare of 
mankind as did Thomas A. [dison by 
his discovery of the electric light. 
Further, it is a question whether it has 
ever before been given a man to see for 
a half century the development and 
ramifications of his discovery and to 
be so signally and universally honored 
as was Mr. Edison on the occasion of 
the semi-centennial last 
month. 

The celebration was so fully reported 


celebration 


in newspaper and magazine and so 
widely broadcast over the radio, that 
we shall not give any account of it 


here. However, the following state- 
ment by Mr. C. M. Ripley, E. E., 
which appeared in The Financial 


World and which may not have come 
to the general notice of our organiza- 
tion, constitutes such a vivid descrip- 
tion of the development of electric 
light, heat and power since its genesis 
a half century ago that we think it 
worth reproducing. 

“When Edison built his lamp, men 
wore lone beards and women worked 
in sweat shops and tenements—stitch, 
stitch, stitch. Millions of workers 
toiled 7 days a week and 12 hours a 
day. Women wore bustles and hoop 
skirts and pinched their waists with 
tight corsets. Of every hundred babies 
born, 25 or a quarter of them were 
dead years of age. Now 
only 11. Mother baked the bread at 
home on a coal or wood stove. Wash- 
ing was done in wooden tubs with the 
old scrub board and wash boiler. Serv: 
ant girls got $3 a week. 


before 5 


“When [edison designed his three- 
wire distributing system, we ran 
errands on foot. Few houses had bath- 
tubs—now we have two tubs for every 
automobile. Then only a Jules Verne 
could dream of such things as radio or 
submarines. Darius Green and _ his 
flying machine were both considered a 
joke. Then panics and industrial de- 
pressions often lasted five years at a 
stretch or longer. Poverty was con- 
sidered permanent and inevitable. Then 
it was thought to be a fundamental law 
of economics that the only way to re- 
Now 
individual bank deposits have increased 
24 times and life insurance exceeds 73 
billions. 


duce prices was to cut wages. 


“When [Edison built the first electric 
central station utility company, horse- 
cars were the best local transportation. 
Water was either pumped by hand or 
carried into most houses. Steam and 
hot-water systems were rare indeed. 
Farmers threw away their corn cobs 
and cotton seeds. No one thought 
about by-products then. Chemists and 
engineers were considered visionaries. 
Aluminum was $7 a pound instead of 
28 cents and enameled kitchen 
: to “arrive.” Besides wooden 
bowls and dishes many forks and 
spoons were made of wood. 

“When [Edison built his electric dy- 


ware 
Was Vet 


namo and electric motor, animals did 
the ploughing and hauling along the 
muddy roads. The neighborhood grist 
mill ground the flour and the village 
blacksmith entertained under the 
spreading chestnut-tree. 

“When Edison built his lamp, the 
output of steel was 35 Ibs. per capita 
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per year—not enough for a Ford’s dif- 
ferential today. Steel production has 
increased 56 times, mineral production 
15 times, factory output 12 times. 

“When Edison built his lamp, the 
petroleum output was 14 gallons per 
capita per year—hardly enough for 
one day’s auto ride. Coal production 
then was 2 tons per capita per year. 

“Then there were only 35,000 tele- 
phones—now there are 191% million, 
and 60 million telephone messages are 
flashed daily over 60 million miles of 
wires. But it took 23 years before a 
million telephones weve in use. Now 
a million additional telephones are in- 
stalled every 18 months. Over 60 per 
cent of the worlds telephones are in 
the U.S. A. New York State has more 
telephones than any foreign nation. 
New York City has more than any 
foreign nation except Germany. Chi- 
cago has more telephones than France. 

sy 1881 Edison had sold 35,000 
Now 600 million lamps are 
sold every year, meaning that lamp 
production has been multiplied 17,000 
times. Dut it took Edison 8 years be- 
fore his sales reached 1 million in a 
year. 

“In the first year of Edison’s central 
station (on Pearl Street, New York), 
he lost over $4,000. The revenue of 
the central stations this vear is about 2 
billion dollars. How large is a billion? 
Only one billion minutes have elapsed 
since the day of Christ. So the central 
station revenue, cach year is equal to 
$2 a minute since the beginning of the 
Christian Era. Central station revenue 
has multiplied 20 times in the past 27 
years—and it’s‘ going to be larger. It 
increased 1 billion dollars in the last 
eight years! 


lamps. 


“Since Edison’s first year of opera- 
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tion, the sale of electricity has been 

multiplied 81,000 times in 46 years. 

When Edison started, he had 59 
customers for his central station. Now 
there are 24 million customers buying 
electricity. It took 22 years before 
there were 1 million customers. Now 
there are 1%4 to 1% million new cus- 
tomers added yearly. In the last five 
years, 4,000 more towns were served 
by electricity and 7 million more 
houses.” 


Caveat emptor! 

Mrs. Gordon was spending some 
time at Palm Beach. During her stay 
she wrote her husband saying: 
“Dear Will: 

“LT enclose the hotel bill.” 

Will wrote back : 

“Dear Edith: 

“T enclose check, but please don’t 
buy any more hotels at this price. They 
are robbing you.”—Watchman-E-x- 
amuiner, 
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Should the Plant Account be 
Written Down to $1? 


Mr. Wakefield of the Boston office 
comes back with a decided “No” to the 
question dealt with in Mr. Boedeker’s 
article which appeared in the Septem- 
Mr. Wake- 
field’s argument appears in this issue 
and will repay careful perusal. 


ber issue of the JOURNAL. 


The editor will be glad to hear from 
any others, whether their answers be 
in the affirmative or the negative, who 
Wish to express themselves on the 
subject. 


Chaining ‘* Auditing’’ to the 
Desk 


The following letter was written to 
Colonel Montgomery recently by 
Henry Rand Hatfield, Professor of 
Accounting in the University of Cali- 
fornia and author of Accounting, Its 
Principles and Problems: 


I thank you very much for your kindness 
in sending me a copy of your “Auditing 
Theory and Practice” to replace the one 
purloined from my seminar room. 


Even though you offer to send another 
copy if this one should disappear, | am tak- 
ing regular steps to prevent its being pur- 
loined. [| shall cither chain it to my desk 
as Bibles used to be chained in the English 
cathedrals or else, and perhaps preterably, 
chain it to my wrist as the Crusaders used 
to chain their swords. | think the latter 
procedure will be better, as in that case it 
will at all times be immediately accessible 
for reference. 


Incidentally, the disappearance of 
the Professor’s copy of “Auditing” in- 
dicates the high value in which it is 
held. Valuables are the most common 
subject —or object—of theft. 
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Cost Essay Competition 


Mr. J. P. Jordan, a former president 
of the National Association of Cost 
Accountants, has offered $500 in prizes 
for the best essays on the subject of 
How to Set Standards. The first 
prize will be $250; the second prize, 
$150; and the third prize, $100. The 
manuscripts will be judged by three 
prominent accountants, engineers or 
industrial executives whose names will 
be announced before the competition is 
completed. 

The competition is open only to mem- 
bers and juniors of the National Asso- 
ciation of Cost Accountants. 
on April 30, 1930. Further informa- 
tion concerning the competition may be 
obtained from the Secretary of the 
Association. 

We hope that a number of papers 
will be entered in this competition by 
members of our organization, 


It closes 


Easy Money ? 


We assume that none of the mem- 
bers of our organization were trading 
on margin, and that consequently none 
were caught in the recent Wall Street 
crash. If, however, any should have 
been so ill been 
speculating and were “burnt,” we com- 
mend to them the following extract 
from a recent editorial in The New 
Occasional rereading of 


advised as to have 


York Times. 
it will tend to keep them from _ suc- 
cumbing to renewed temptation to try 


to make “easy money.” 


On the stock market itself, there is little 


need for moralizing. It has told its own 
story and taught its own lesson, and_ the 
lesson has been learned as it could 
have been learned in no other’ way, 


by the huge multitude of American citizens, 
in every class of society, who had come to 
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believe that 
on a margin was 


“easy money” won by gambling 


a better order of things 


than patient industry and legitimate earn- 
ings. Of the extraordinary illusions con- 


cerning finance, economics and Prosperity, 
which for two years past have been defended 
and encouraged by men whose position gave 
small excuse for such an attitude, it is not 
to speak. These intellectual 
have down the Wall 
Painful as the experience has 


necessary now 
vagaries, too, 
Street storm. 
been, even to many 


gone 


who were involved in 
it by no fault of their own, the longer re- 
sult of it will be restoration of the com- 
munity’s mental health and vision. 

A Coincidence 

The September, 1929, issue of The 
American Appraisal Company's Cli- 
ent’s Bulletin contained the 
following quotation from an article by 
Mr. John V. Montague, Comptroller 
of the Scovill Manufacturing Co., in 
the magazine Connecticut Industry, 
entitled “Obsolescene—Is it a Cure for 
Overproduction 7” 

“Plant investment is nothing more than a 
Deferred Operating Cost, awaiting a chance 
to find its way as a part of the cost of 
the Products issuing from the plant.” 

The quotation and the American Ap- 
praisal Company's comments thereon 
have the caption of “Cost of Plant a 
Deferred Operating Cost”. This at- 
tracted Mr. Staub’s eve and interest 
because twenty years ago he had ex- 
pressed the same thought in an article, 
entitled ‘Deferred Charges to Oper- 
ating’, which appeared in the Octo- 
ber, 1909, issue of the Journal of Ac- 
The opening paragraph of 
that article read as follows: 


Service 


countancy. 


“In addition to the items appearing in a 
under the caption Deterred 
Charges to Operating, others not usually so 


balance sheet 
indicated, such as machinery and most of the 
other component parts of plant, inventories 


of manuiactured = or partially — finished 


product, materials and supplies—as well as 











indirectly reserves for 
items often of considerable magni 
tude, come just as surely under this general 
classification as the items usually so desig- 
nated. In fact, almost all the assets of man- 
ufacturing, transportation or pubic service 
undertakings which have not had their finan 
cial status fixed beyond the probability of 
being influenced by future operations, mean 
ing by this latter class such assets as cash 
and receivables, are in reality but deferred 
charges to operating.” 


depreciation and re 
newals 


It is a rather striking coincidence 
that two different persons should have 
given expression to a thought in such 
similar language at so long an interval. 


The Auditor in Relation to 


Investment Companies 


(Continued from page 4) 


latter procedure is to be preferred, al- 
though it involves setting up dividends 
It should certainly be fol- 
lowed by investment companies which 
publish the market value of their in- 
vestment holdings with their balance 
sheets, or which offer to buy or sell 


receivable. 


stock on the basis of liquidating value ; 
since otherwise the value of such divi- 
dends will be reflected neither in the 
investment account nor in the cash and 
receivables during the interim between 
the dividend record date and the pay- 
ment date. 

There has been a feeling in this 
country that that 
bankers sponsoring an investment com- 


there was danger 
pany might use it for purposes more to 
their advantage than to the investor's. 
While undoubtedly this danger has 
been over-emphasized, it is the duty of 
the auditor to see that all transactions 
with the sponsors are strictly in order 
and of a nature authorized by the char- 
trust instrument. This 
auditor 


iS also 


should 


ter or 


one reason why the 
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compare the transactions with authori- 
zations appearing in the minutes of the 
directors and of the investment com- 
mittee. In all cases where important 
amounts are due to or from an affili- 
ated banking segregation of 
such amounts should be made in the 
balance sheet of the investment com- 
pany. 


house, 


No attempt has been made here to 
deal with any but the more general 
problems arising in investment com- 
pany auditing. With an increasing 
number of investment companies or- 
ganized and a greater deversification of 
type, many special features of develop- 
ment present themselves. .\s the audi- 
tor’s practice in this field enlarges, he 
will undoubtedly find many novel and 
stimulating accounting problems re- 
quiring new and independent consid- 
eration and solution, 


Budgetary Accounting Control 
(Continued from page 15) 


the samc manner as in this country. 
The depirtment heads estimate the 
year’s revenues and operating depart- 
ments estimate the year’s expenditures. 
Based upon these estimates and after 
such adjustments as are necessary to 
bring the expenditures within the con- 
lines of the revenue, termed balancing 
the bucget, the budget is prepared. 
The stress the im- 
portance at all times of comparisons 
of the actual experience with the bud- 
eeted prospects, and they lay particular 
stress upon the importance of coordi- 
nation between all the 


various authors 


departments 
concerned in the preparation of the 
budget. 

The papers delivered give quite com- 


plete details of the accounting pro- 
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cedures in these different countries, the 
financial functions performed by the 
different officers, the different meth- 
ods of taxation in different areas, and 
the different sources of revenue. They 
are not of great interest to us from the 
viewpoint of possible application to 
commercial practice, but those inter- 
ested in budgetary control methods as 
applied to governmental functions will 
find these papers to be a very fine 
source of information. 

With respect to the history of mu- 
nicipal budgets in the United States, 
the subject was well presented by Mr. 
C. E. Rightor, Chief Accountant of 
the Detroit Bureau of Governmental 
Research. He traces the history of 
budgetary control in municipal ac- 
counting to the inception of such meth- 
ods by the Department of Health in 
the City of New York in 1go6. In 
describing the nature and scope of the 
budget, he says: 

“As to its nature and scope, the bud- 
get should present a complete financial 
plan for the ensuing year, setting forth 
all proposed expenditures for the ad- 
ministration, operation and mainte- 
nance of all offices, departments and 
institutions, including publicly owned 
and operated utilities and enterprises. 
All interest and debt reduction charges 
to accrue during the year, and. actual 
or estimated operating deficits from 
prior years must be included, in order 
that the plan be complete. Further, 
it is essential the expenditures for 
capital projects to be undertaken or 
executed during the year should be 
included, not excepting expenditures 
for local improvements which may be 
paid for in whole or in part by special 
assessment. This constitutes one side 
of the budget—that of expenditures. 


“The anticipated income and other 
means of financing the proposed ex- 
penditures for the year should be set 
forth, such means of financing includ- 
ing taxes, special assessments, borrow- 
ings (long-term, exclusive of tem- 
porary loans), revenues of publicly 
owned and operated utilities and enter- 
prises, moneys received from other 
governmental units, surpluses and mis- 
cellaneous revenues. This comprises 
the other side of the budget—that of 
revenues.” 


The Plant Account Should Not Be 
Written Down to $1 


(Continued from page 16) 


a good plant written down to $1.00 
presumably indicates an actual condi- 
tion and value that will not be arrived 
at until some later date. With ref- 
erence to the past date when the write- 
down occurred, the information is 
again misleading, because it attempts 
to anticipate the result of use of the 
plant and requires almost inevitably 
some kind of a recomputation, mental 
or otherwise, to get down to the condi- 
tions at the date of the balance sheet. 

What has just been said of balance 
sheets applies in principle even more 
strongly to profit and loss statements. 
Whatever terminology may be used in 
the accounts, the fact remains that one 
year’s operation of a plant takes out 
of it some part of its complete service- 
ability over the period for which it can 
be used. The results of operations 
over an accounting period are facts 
susceptible of statement in 
through the accounts. 


figures 
The fact of de- 


terioration of the plant through use is 
one of the outstanding facts of opera- 
To ignore it in stating the results 


tion. 














a 
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for a particular period is simply mis- 
leading. It is misleading no matter 
how thoroughly one understands the 
accounts. For the ordinary stockholder 
who knows very little about accounts 
or about depreciation in any technical 
sense, a statement of profits, as a reg- 
ular practice, without any allowance 
for current depreciation is so mislead- 
ing as in all probability to give a quite 
erroneous impression of the immediate 
results of the business. Even if the 
stockholder were told when he receives 
his dividend that he was possibly get- 
ting back some of his capital, he could 
not be expected to understand enough 


Bunkers Club 


The weatherman was kind to us 
again this year and handed out two 
perfect golf afternoons for the Bunk- 
ers Club tournament of the Philadel- 
phia office on September 25th and 
26th, eighteen holes being played each 
day on the beautiful West Course of 
the Merion Cricket Club. 

The pleasure of having his name 
engraved on the Hood Cup this year 
went to Harvey I. Sohner, who sur- 
prised the field (including himseif) by 
winning the tournament with a low 
net of 138 for the two days’ play. His 
40 gross for the final nine made Mr. 
Par tremble. The handicap committee 
duly noted this performance and _ will 
be governed accordingly next year. 
One with the initials “H. I. S.” might 
be expected to circumvent any handi- 
cap committee. 

The winners of the other prizes 
were: 

]. J. Pugh—Low Gross for two 
days. play. 


about the procedure to draw a proper 
conclusion as to treatment of the 
money he receives. 

The whole procedure suggested in 
Mr. Boedeker’s article seems to me to 
be unsound in principle, misleading in 
its effect on stockholders in general, 
and very easily to be used for the pur- 
pose of deceiving the investing public 
in the purchase of stock by creating a 
misapprehension as to the real earning 
power. Statements of earnings “be- 
fore depreciation” are unsatisfactory 
enough even when in fact adequate de- 
preciation has been charged in the 
accounts. 


Tournament 
T. E. 


dav. 


Ross—Low Gross for first 


I’, S$. Metzler—Low Gross for sec- 
ond day. 

RK. S. McIver—Low Net first day. ] 

G. W. Mclver, Jr—Low Net sec- 
ond day. 

H. Y. Siebold and W. P. Davies tied 
for kickers’ handicap on first day. 

W. H. Hartman—Kickers’ handicap 
second day. 

The ladies also participated in the 
tournament this year, and the beau- 
tiful silver bowl donated by Mrs. T. 
I<dward Ross was won by Miss Ivon 
A. Feenie, who turned in a score which 
made it unnecessary for the committee 
to even refer to the handicap which 
they had given her. 

The young man who so liberally in- 
terpreted the privilege of “teeing up in 
the fairway” last year, was frisked for 
wooden tees, by one of our senior 
C. P. A.’s, and was then permitted to 
play. 
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URNAL 


An Odd Method of Accounting* 





= 


This tally stick shows the method used by the old fishermen a hundred years ago in keeping 


their accounts. 


\mong the fishermen on Fogo 
Island, Newfoundland, more than a 
hundred years ago, there were many 
who could neither read nor write. In 
fact there was neither the need nor the 
for writing. 
just plain tisherfolk who spent their 


opportunity They were 
days and earned their living by deep 
sea fishing. 

\s the fishermen brought in their 
dried fish to sell to the company the 
fish were weighed by drafts. Two 
quintals were equivalent to one draft. 
\s a draft was weighed the fishermen 


would cut a notch in a stick. Each 


fifth draft was represented by a band 
across the stick. 

For half a draft or one quintal the 
For half 
a quintal a notch was made on another 
A ring completely around the 
stick separated the two kinds of fish. 


cut was made only one way. 
edge. 


When all the fish were weighed 
the fisherman reported at the office 
where the clerk inscribed his name on 
the stick, filed it away and gave the 
fisherman his receipt. In the picture 


above you will notice one ot these 
notches, 


Elliott 


with the marks and 
bearing the name of 


end cated August 15, 


sticks 
Richard 
18231. 


— 



































